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SUMMARY

This proposed statement of position (SOP) amends and makes uniform the guidance concerning
reporting related entities in the following AICPA publications:
•

Industry Audit Guide Audits of Voluntary Health and Welfare Organizations

•

Industry Audit Guide Audits of Colleges and Universities

•

SOP 78-10, Accounting
Organizations

•

Audit and Accounting Guide Audits of Certain Nonprofit

Principles

and Reporting

Practices

for

Certain

Nonprofit

Organizations

The conclusions in this proposed SOP are based on the premise that (1) whether the financial
statements of a reporting not-for-profit organization and those of one or more other not-for-profit
or for-profit entities should be consolidated and (2) the extent of disclosure that should be
required, if any, if consolidated financial statements are not presented should be based on the
nature of the relationship between the entities.
The guidance in this proposed SOP focuses on (1) investments in for-profit entities and (2)
financially interrelated not-for-profit organizations. That guidance includes the following:
Investments in For-Profit Entities
•

A reporting not-for-profit organization should include in its consolidated financial
statements the financial position and results of operations of a for-profit entity in which
it has a majority ownership interest if the guidance in Accounting Research Bulletin (ARB)
No. 5 1 , as amended by Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No. 94, requires consolidation. The manner in which the
for-profit entity's financial position and results of operations are presented in the reporting
organization's financial statements depends on the nature of the activities of the for-profit
entity.

•

Except as specified below, a reporting not-for-profit organization should use the equity
method in conformity with Accounting Principles Board (APB) Opinion No. 18 to report
an investment in a for-profit entity in whose voting common stock it has a 50 percent or
less voting interest, if the guidance in that Opinion would require the use of the equity
method.

•

Some AICPA audit guides applicable to some not-for-profit organizations permit
investment portfolios to be reported at market value. Not-for-profit organizations that
choose to report investment portfolios at market value in conformity with AICPA audit
guides may continue to do so instead of reporting those investments by the equity
method, which would otherwise be required by this proposed SOP.

Financially Interrelated Not-for-Profit Organizations
•

A not-for-profit organization that owns more than 50 percent of the outstanding voting
shares of another not-for-profit organization should consolidate that other organization
unless control is likely to be temporary or does not rest with the majority owner, as
discussed in paragraph 13 of FASB Statement No. 94.

•

A not-for-profit organization should consolidate the financial statements of another
not-for-profit organization if the reporting not-for-profit organization has both control of
the other not-for-profit organization, as evidenced by either majority ownership or a
majority voting interest in the board of the other not-for-profit organization, and an
economic beneficial interest in the other not-for-profit organization, unless control is likely
to be temporary or does not rest with the majority owner, as discussed in paragraph 13
of FASB Statement No. 94.

•

A not-for-profit organization may exercise control of a separate not-for-profit organization
in which it has an economic beneficial interest by means other than majority ownership
or a majority voting interest in the board of the other not-for-profit organization. In such
circumstances, the not-for-profit organization is permitted, but not required, to consolidate
the financial statements of the other not-for-profit organization, subject to the exception
in the previous bullet. If consolidated financial statements are not presented, the
not-for-profit organization should make the financial statement disclosures specified in
paragraph 33.

•

If either (but not both) control or an economic beneficial interest exists, the financial
statement disclosures required by FASB Statement No. 57, Related Party Disclosures,
should be made.

The conclusions in this proposed SOP will be reconsidered when the FASB completes its project
on consolidations and related matters, which may affect the definition of control and other related
matters.
This proposed SOP is effective for fiscal years beginning on or after its date of issuance, with
earlier application encouraged. Comparative financial statements for earlier periods included with
those for the period in which this proposed SOP is adopted should be restated.

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 596-6200
Fax (212) 596-6213

May 19, 1993
Accompanying this letter is an exposure draft of a proposed statement of position (SOP),
Reporting of Related Entities by Not-for-Profit Organizations. This proposed SOP has been
developed by the AICPA Not-for-Profit Organizations Committee.
Paragraph 2 of the exposure draft states, among other things, that the proposed SOP does not
apply to entities that are covered by the AICPA Audit Guide Audits of Providers of Health Care
Services. Respondents are specifically requested to comment on whether they agree with that
scope exclusion.
Comments should be sent to Joel Tanenbaum, Technical Manager, Accounting Standards
Division, File 3605.CC, AICPA, 1211 Avenue of the Americas, New York, NY 10036-8775, in
time to be received by August 19, 1993.
Comments will be reviewed by the committee to determine whether any revisions should be
made to the draft before it is sent to the Accounting Standards Executive Committee (AcSEC)
for approval to issue a final SOP.
Written comments on the exposure draft will be available for public inspection at the AICPA
library after September 17, 1993, for one year.
Yours truly,

Norman N. Strauss
Chairman
Accounting Standards Executive Committee

Arleen K. Rodda
Director
Accounting Standards

Mary F. Foster
Chairperson 1 9 9 1 - 9 2
Not-for-Profit Organizations Committee
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PURPOSE AND SCOPE
1.
The purpose of this statement of position (SOP) is to provide guidance to users and preparers
of not-for-profit organizations' financial statements that will produce greater uniformity and
comparability in the reporting of investments in majority-owned for-profit subsidiaries, investments
in less than 50-percent-owned for-profit entities, and related but separate not-for-profit
organizations. This SOP does not address how to prepare consolidated financial statements, 1 nor
does it address all the conceptual issues underlying the reporting of relationships not evidenced
by ownership. 2
2.

This S O P •

Amends and makes uniform the guidance concerning the reporting of related entities in
the following AICPA Audit and Accounting Guides and SOP:
— Audits of Voluntary Health and Welfare Organizations
— Audits of Colleges and Universities
— SOP 78-10, Accounting
Organizations

Principles and Reporting Practices for Certain

— Audits of Certain Nonprofit
•

Nonprofit

Organizations

Does not apply to entities or activities that are covered by the AICPA Industry Audit and
Accounting Guide Audits of Providers of Health Care Services

BACKGROUND
Characteristics and Objectives of Financial Reporting
3.
FASB Concepts Statement No. 4, Objectives of Financial Reporting by Nonbusiness
Organizations, states, among other things, that financial reporting by not-for-profit organizations
should provide information —

1

Consolidation of a parent and subsidiary organizations requires the presentation of a single set of amounts for
the entire reporting entity. Combination, as discussed in paragraphs 22 and 23 of Accounting Research Bulletin
(ARB) No. 5 1 , refers to financial statements prepared for organizations among which common control exists
but for which the parent-subsidiary relationship does not exist. Both consolidation and combination require
elimination of interorganization transactions and balances.

2

As discussed in appendix C, the Financial Accounting Standards Board (FASB) has on its agenda a project on
consolidations and related matters. One of the phases of that project concerns financial reporting guidance
for not-for-profit entities.
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That is useful to resource providers . . . in making rational decisions about the allocation
of resources to those organizations (paragraph 35)
and that is
About the economic resources, obligations, and net resources of an organization and
the effects of transactions . . . that change resources and interests in those resources
(paragraph 43)
4.
FASB Concepts Statement No. 2, Qualitative Characteristics of Accounting Information, as
amended by FASB Concepts Statement No. 6, Elements of Financial Statements, examines the
characteristics that make accounting information useful. The Statement sets forth a hierarchy of
desirable characteristics, with usefulness for decision making being the umbrella characteristic
shared by all the other characteristics. The t w o primary characteristics that make accounting
information useful are relevance and reliability. Comparability, which includes consistency,
interacts with relevance and reliability to increase the usefulness of information.
5.
Information about the nature of relationships and forms of control among not-for-profit
organizations and between not-for-profit organizations and for-profit entities should contribute to
the objectives set forth in FASB Concepts Statement No. 4, as well as meet the criteria for
accounting information set forth in Concepts Statement No. 2. As indicated in paragraphs 12 and
13 of this proposed SOP, the information currently presented in not-for-profit organizations'
financial statements may not meet the objectives set forth in Concepts Statement No. 4.
6.
Related but separate not-for-profit organizations and for-profit entities result from the
following:
a. The decision of not-for-profit organizations to structure their operations in a manner that
helps them achieve their mission
b. Investments by not-for-profit organizations in for-profit entities
Structure of Not-for-Profit Organizations
7.
Not-for-profit organizations conduct their operations through a variety of organizational
structures. The Not-For-Profit Organization Reporting Entity (the Holder Report), a 1986 research
report by William W. Holder, identifies three basic kinds of organizational structure:
a. Simple structures, consisting of a single entity that conducts all operations and activities
of the organization
b. Separate entities, conducting individual program activities
c. Single entity and separate entities, conducting, respectively, program activities and
support and other noncentral activities, such as fund-raising
Relationship of Separate Entities to Each Other
8.
The Holder Report, as well as other studies, identified a variety of relationships that could
indicate that the resources and activities of an entity are controlled by another entity. Among the
most widespread are the following:
•

Ownership — One entity is the legal owner of another entity, either through stock
ownership or some other means, such as membership in a membership corporation.
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•

Board membership — (a) One entity has the ability to appoint or elect a voting majority
of the board of directors of another entity, or (b) a voting majority of one entity's board,
as a result of its charter or bylaws, is also a voting majority of the board of another entity.

•

Charter or bylaws — The corporate charter or bylaws of an entity limits its activities to
those that are beneficial to another entity.

•

Oversight relationship — A national charter establishes conditions, such as financial
relationships or an accreditation process, for a separate entity's use of a national name
or participation in the activities of a national organization.

•

Contract — The relationship between separate entities is spelled out in a written contract.

Factors Influencing Relationships of Separate Entities to Each Other
9.
According to the Holder Report, the most common reasons for establishing separate entities
are the following:
•

Taxes — To ensure the income tax deductibility of contributions by donors and to avoid
problems of unrelated business income for taxation purposes

•

Legal — To limit legal liability, protect funding sources, and avoid laws, rules, and
regulations perceived to be overly restrictive

•

Organization — To establish clear-cut organizational limits of authority and autonomy for
various activities

•

Public identity — To create a separate, distinct public identity for the specific activity in
question

Generally, entities that are established for these reasons are not-for-profit organizations; however,
they may also be for-profit entities, principally for tax reasons.
Not-for-Profit Organization Investment Portfolio Relationships
10. Not-for-profit organizations' investment portfolios generally include ownership interests in
for-profit entities. Such investments are generally made to earn returns on assets rather than to
conduct operating activities, and they are frequently held for long-term investment purposes.
Therefore, such investments are generally in entities that conduct activities not similar to those
conducted by the not-for-profit organization to achieve its mission. In this respect, the relationship
with the for-profit entity differs from the relationship with not-for-profit organizations discussed
in paragraph 8. Many not-for-profit organizations holding such investments own more than 20percent interests in these for-profit organizations, for example —
•

A federated fund-raising organization may hold a majority interest in an oil company.

•

A not-for-profit organization's endowment fund may include controlling interests in
shopping malls, commercial buildings, and venture capital funds.

Current practice for reporting such investments is diverse, including cost, lower of cost or market,
fair market value, and the equity method. Such investments are generally not reported by
consolidating their financial statements with the financial statements of the reporting not-for-profit
organizations.
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Current Authoritative Literature
1 1 . Current authoritative literature on reporting the resources and activities of related entities of
which one or more is a not-for-profit organization is inconsistent. Three noteworthy instances are
the following:
•

Appendix A discusses the inconsistencies in the AICPA Audit and Accounting Guides and
the SOP listed in paragraph 2 of this SOP.

•

There is uncertainty in practice over whether and to what extent certain pronouncements
of the FASB—for example, FASB Statement No. 94, Consolidation of All Majority-Owned
Subsidiaries—apply to not-for-profit organizations. Appendix B describes the history of
this uncertainty.

•

Efforts to correct or address these issues will take a long time, and no immediate guidance
is anticipated other than this SOP. (Appendix C summarizes other projects related to this
SOP and their current status.)

Needs of Financial Statement Users
1 2. Because of the variety of organizational structures, the nature of the relationships among
separate entities, and the inconsistency of the guidance in the current authoritative accounting
literature, the needs of users of not-for profit organizations' financial reports described in FASB
Concepts Statements Nos. 2 and 4 are not being met.
13.

Among the deficiencies noted by creditors, identified in the Holder Report, are the following:
•

Relationships with and among affiliated entities and other related parties are not always
clear and readily understandable in an organization's financial reports.

•

Creditors are sometimes unable to understand the scope of activities and range of entities
that make up the reporting entity simply by reading the financial reports.

•

Substantially different reporting practices exist for similar economic circumstances.

Among the deficiencies noted by grantors and contributors, also identified in the Holder Report,
are the following:
•

Reporting for fund-raising and administrative activities is sometimes fragmented into more
than one set of financial statements.

•

The level of disclosure in financial statements about the kinds of activities conducted and
the existence and inclusion of related entities is inadequate. Of specific concern is
whether all the resources controlled and all the activities conducted by a not-for-profit
organization are included in its financial statements.

Possible Reporting and Disclosures
14. Relationships between not-for profit organizations and other entities range from complete
control of the other entities by a central organization to a loose association. These relationships
have resulted in the following seven financial reporting possibilities:
a. Consolidation or combination under the guideline in Accounting Research Bulletin (ARB)
No. 5 1 , Consolidated Financial Statements; SOP 78-10; and FASB Statement No. 94
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b. Reporting the investment under the equity method of accounting for investments
c. Reporting the investment at cost
d. Reporting the investment at market
e. Disclosures similar to those under the AICPA Audit and Accounting Guide Audits
Providers of Health Care Services
f.

of

Related-party disclosures under the guidelines of FASB Statement No. 57, Related Party
Disclosures

g. No reporting or disclosures
Consolidation and Combination
15.

Drawing on ARB 5 1 , FASB Statement No. 94, paragraph 1, states:
The purpose of consolidated statements is to present, primarily for the benefit of the
shareholders and creditors of the parent company, the results of operations and the
financial position of a parent company and its subsidiaries essentially as if the group
were a single company with one or more branches or divisions.

16. SOP 78-10, which is included in the AICPA Audit and Accounting Guide Audits of Certain
Nonprofit Organizations and which predates FASB Statement No. 94, states in paragraphs 42 and
43:
For a reporting organization that controls another organization having a compatible
purpose, it is presumed that combined or combining financial statements are more
meaningful than separate statements and are usually necessary for a fair presentation
in conformity with generally accepted accounting principles. "Control" means the direct
or indirect ability to determine the direction of the management and policies through
ownership, by contract, or otherwise.
The accounting standards division has considered the foregoing definition in relation to
the nonprofit organizations covered by this statement of position and has concluded
that it may be construed by some to be so broad, considering the structure of some
nonprofit organizations, that presentation of combined financial statements might have
relatively little value to users of such combined statements, particularly in relation to the
cost of their preparation.
SOP 78-10, paragraph 44, states, in part:
Combined financial statements should be presented if (1) control exists as defined in
paragraph 42 and (2) any of the following circumstances exists:
a. Separate entities solicit funds in the name of and with the expressed or
implied approval of the reporting organization, and substantially all of the
funds solicited are intended by the contributor or are otherwise required to
be transferred to the reporting organization or used at its discretion or
direction.
b. A reporting organization transfers some of its resources to another separate
entity whose resources are held for the benefit of the reporting organization.
c. A reporting organization assigns functions to a controlled entity whose
funding is primarily derived from sources other than public contributions.
13

17. Equity Method. Accounting Principles Board (APB) Opinion No. 18, The Equity Method of
Accounting for Investments in Common Stock, states in paragraph 17:
. . . the equity method of accounting for an investment in common stock should . . . be
followed by an investor whose investment in voting stock gives it the ability to exercise
significant influence over operating and financial policies of an investee even though the
investor holds 50% or less of the voting stock. Ability to exercise that influence may
be indicated in several ways, such as representation on the board of directors,
participation in policy making processes, material intercompany transactions,
interchange of managerial personnel, or technological dependency.
Disclosures
18. Paragraph 13.04 of Audits of Providers of Health Care Services suggests presenting
"summarized information about the assets, liabilities, results of operations, and changes in fund
balances of related organizations" that "describe the nature of the relationships between . . . the
related organizations."
19. FASB Statement No. 57 requires the following disclosures for material related party
transactions:
•

The existence and nature of the relationship

•

A description of the transactions between the entities, summarized if appropriate, for the
period reported on, including amounts, if any, and any other information deemed
necessary to an understanding of the effects of those transactions on the reporting
organization's financial statements

•

The dollar volume of transactions between the entities and the effects of any changes in
the method of establishing their terms from the preceding period

•

Amounts due from or to the related entities, and, if not otherwise apparent, the terms and
manner of settlement

CONCLUSIONS
20. Whether the financial statements of a reporting not-for-profit organization and those of one
or more other entities should be consolidated, whether those other entities should be reported
using the equity method, and the extent of the disclosure that should be required, if any, should
be based on the nature of the relationships between the entities.
Investments in For-Profit Majority-Owned Subsidiaries
2 1 . Not-for-profit organizations with a majority ownership interest in a for-profit entity should
follow the guidance in ARB 5 1 , as amended by FASB Statement No. 94, in determining whether
the financial position and results of operations of the for-profit entity should be included in the notfor-profit organization's financial statements.
22. However, because the purpose and format, and possibly the nature, of the financial statements of not-for-profit organizations differ from those of business enterprises, the manner in which
the financial position and results of operations of the for-profit entity are presented requires
sufficient flexibility so that the resulting consolidated financial statements are meaningful and
understandable.

23. In determining the manner in which the financial position and results of operations of forprofit entities are presented, not-for-profit organizations should consider whether the primary
activities of the for-profit entity are similar to those conducted by the reporting not-for-profit
organization. If the primary activities are dissimilar, more flexibility may be required to ensure that
consolidated financial statements are meaningful and understandable.
24. Similar activities are those that contribute significantly to the particular organization's mission
and are compatible with its purposes. Examples of similar activities include—
•

Those of a not-for-profit university that owns an insurance company for the purpose of
providing malpractice insurance for the university's full-time faculty physicians, and those
of the insurance company itself.

•

Those of an apartment building owned by a not-for-profit dance company to provide
housing facilities for its dancers.

•

Those of a recycling company and those of the not-for-profit environmental protection
group that owns it.

25. If the primary activities of the majority-owned for-profit entity are dissimilar to those
conducted by the reporting not-for-profit organization, the for-profit entity's financial position and
results of operations presented in condensed or summarized form in the consolidated financial
statements may be more understandable. Examples of dissimilar activities include—
•

Those of a university and those of a wood mill and chipping operation in which the
university has an investment.

•

Those of a religious organization and those of a shoe company whose stock the
organization owns.

Investments of 50 Percent or Less in For-Profit Entities
26. Investments of 50 percent or less of the voting interests in an investee should be reported
under the equity method in conformity with APB Opinion 18, if the guidance in that Opinion
requires use of the equity method. 3 Also, not-for-profit organizations should make the financial
statement disclosures required by APB Opinion 18 if the guidance in that Opinion requires them.
Financially Interrelated Not-for-Profit Organizations
27. Not-for-profit organizations may be related to one or more other not-for-profit organizations
in numerous ways, including ownership and control. 4 Control is the direct or indirect ability to
determine the direction of management and policies through ownership, contract, or otherwise.
28. A not-for-profit organization that owns over 50 percent of the outstanding voting shares of
another not-for-profit organization should consolidate that other organization unless control is likely

3

Some AICPA audit guides applicable to some not-for-profit organizations permit investment portfolios to be
reported at market value. Not-for-profit organizations that choose to report investment portfolios at market
value may do so instead of applying the equity method to investments covered by this paragraph.

4

Paragraphs 42 through 44 of SOP 78-10 discuss the different ways that not-for-profit organizations may be
related to each other.
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to be temporary or does not rest with the majority owner, as discussed in paragraph 13 of FASB
Statement No. 94.
29. In the case of (a) control through a majority ownership interest 5 by other than outstanding
voting shares or control through a majority voting interest in the board of the other entity 6 and
(b) an economic beneficial interest in other such organizations, consolidation is required. 7,8
30. An economic beneficial interest in another entity exists if the other entity holds significant
resources that must be used for the unrestricted or restricted purposes of the not-for-profit
organization, either directly or indirectly by producing income or providing services. The following
are examples of economic beneficial interests:
•

Other entities solicit funds in the name of and with the expressed or implied approval of
the reporting organization, and substantially all of the funds solicited are intended by the
contributor or are otherwise required to be transferred to the reporting organization or
used at its discretion or direction.

•

A reporting organization transfers significant resources to another entity whose resources
are held for the benefit of the reporting organization.

•

A reporting organization assigns certain of its functions to another entity whose funding
is primarily derived from sources other than public contributions, such as a governmentfunded clinic.

3 1 . In the case of control and an economic beneficial interest, the presentation of consolidated
financial statements, as discussed in paragraph 29, or the disclosures discussed in paragraph 33
are required. The existence of control or an economic beneficial interest, but not both, precludes
consolidation, except as stated in the next sentence, but requires the disclosures set forth in FASB
Statement No. 57. 9 Entities that would otherwise present consolidated financial statements in
conformity with the guidance in SOP 78-10 may continue to do so.

5

Ownership of not-for-profit organizations may be evidenced in various ways because not-for-profit organizations
may exist in various legal forms, such as corporations issuing stock, corporations issuing ownership
certificates, membership corporations issuing membership certificates, joint ventures, and partnerships, among
other forms.

6

For purposes of this SOP, a majority voting interest in the board of another entity is illustrated by the following
example. Entity B has a five-member board, and a simple voting majority is required to approve board actions.
Entity A will have a majority voting interest in the board of entity B if three or more of its board members,
officers, or employees serve on or may be appointed at entity A's discretion to the board of entity B.

7

However, the limits or the circumstances in which consolidated financial statements should be presented apply,
as discussed in paragraph 28 of this SOP.

8

Interests by not-for-profit organizations in other not-for-profit organizations may be less than complete
interests. For example, a not-for-profit organization may appoint 80 percent of the board of the other not-forprofit organization. If consolidated financial statements are presented in such cases, the basis of that
consolidation would not necessarily reflect a minority interest for the portion of the board that the reporting
not-for-profit organization does not control, because there is no ownership interest other than the interest of
the reporting not-for-profit organization.

9

The existence of an economic beneficial interest does not necessarily cause the entities to be related parties,
as defined in FASB Statement No. 57. However, the disclosures required by that Statement are also required
under this SOP if an economic beneficial interest exists.
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32. If consolidated financial statements are presented, they should disclose any restrictions on
distributions from the controlled not-for-profit organization to the reporting organization and any
resulting unavailability of the net assets of the controlled not-for-profit organization for use by the
reporting organization.
33. Control of a separate not-for-profit organization in which the reporting organization has an
economic beneficial interest may take forms other than majority ownership or voting interest; for
example, control may be through contract or affiliation agreement. In circumstances such as
these, consolidation is permitted but not required. 10 If consolidated financial statements are not
presented, the notes to the financial statements should include the following disclosures:
•

Identification of the other organization and the nature of its relationship with the reporting
organization that results in control

•

Summarized financial data of the other organization including —
— Total assets, liabilities, net assets, revenue, and expenses
— Resources that are held for the benefit of the reporting organization or that are under
its control

•

Description and quantification of any transactions between the other organization and the
reporting organization

EFFECTIVE DATE AND TRANSITION
34. This SOP is effective for financial statements for fiscal years beginning on or after its date
of issuance, with earlier application encouraged. Comparative financial statements for earlier
periods included with those for the period in which this SOP is adopted should be restated.

DISCUSSION OF CONCLUSIONS
35. The conclusions in this SOP are based on the premise that (a) whether the financial statements of a reporting not-for-profit organization and those of one or more other entities (either a
not-for-profit organization or a for-profit entity) should be consolidated and (b) the extent of
disclosure that should be required, if any, if consolidated financial statements are not presented
should be based on the nature of the relationship between the entities.
36. This SOP does not develop new concepts concerning the definition of control or reporting
organization or concerning reporting on investments. The FASB project on consolidations and
related matters may result in a definition of control that differs from the definition of control in this
SOP.
37. This SOP makes uniform the application of APB Opinion 18 and FASB Statement No. 94 for
not-for-profit organizations, with the following exception: This SOP permits not-for-profit
organizations that would otherwise report their investment portfolios at market value in conformity
with guidance in the not-for-profit audit guides to do so instead of adopting the equity method for
unconsolidated subsidiaries and 50 percent or less-owned entities.

10

See footnote 7.
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38. The committee permitted this exception because it believes that uniform guidance will be
issued by the FASB on reporting the overall investment activities of not-for-profit organizations as
part of the Board's project on not-for-profit organizations.
39. The conclusions in this SOP evolve from and integrate the conclusions of SOP 78-10 and
Audits of Providers of Health Care Services to provide uniform criteria for consolidation. They
provide for financial statement disclosures that can be applied objectively and that can curb
potential abuses in not reporting (a) the results of separate but related entities established by a
not-for-profit organization to raise funds on its own behalf and (b) assets controlled by a not-forprofit organization. Therefore, this SOP addresses certain practice problems that arose from the
application of SOP 78-10 and Audits of Providers of Health Care Services. (This SOP does not
revise Audits of Providers of Health Care Services.)
40. This SOP requires consolidation in more circumstances than does Audits of Providers of
Health Care Services. This SOP requires consolidation if there is an economic beneficial interest
and control by either a majority voting interest in the board of the other entity or the ability to
appoint a majority of its board members. Some not-for-profit organizations are related to each
other in ways that would meet the definition of control under this SOP. However, in the case of
some of the organizations, no such economic relationship exists. This SOP requires that an
economic beneficial interest exist for consolidation to be required or permitted in order to preclude
the reporting of misleading information about the assets, liabilities, and results of operations of the
reporting organization.
4 1 . SOP 78-10 requires combined financial statements if control and certain other circumstances
exist. The definition of control in this SOP is the same as the definition of control in SOP 78-10.
However, as stated in paragraph 43 of SOP 78-10, the definition is considered by some to be so
broad, given the structure of some not-for-profit organizations, that combined financial statements
would have little value. (In practice, SOP 78-10 has generally led to combination only if a majority
ownership or voting interest in the board of the other entity and certain other circumstances exist.)
Because of the broadness of that definition of control, the guidance in this SOP permits, but does
not require, consolidation if control is exercised by other than a majority ownership or a majority
voting interest and if the reporting organization has an economic beneficial interest in the other
entity.
42. Because the FASB currently has on its agenda a project on consolidations and related matters
that may result in a definition of control different from that contained in SOP 78-10, the committee
concluded that it should not revise the definition of control at this time.
43. The committee believes that the disclosures required by this SOP in circumstances in which
control exists by contract, agreement, or otherwise provide financial statement users with
information that is more meaningful than the information they now receive under the existing notfor-profit audit guides. The disclosure requirements in this SOP are an interim step until the FASB
completes its consolidations and related matters project.
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APPENDIX A

OTHER FINANCIAL REPORTING LITERATURE

A.1 The following discusses the authoritative and other financial reporting literature that is
relevant to the committee's consideration of consolidated financial statements involving
not-for-profit organizations.

SOP 78-10
A.2 SOP 78-10, Accounting
Principles and Reporting
Organizations, is discussed in paragraph 16 of this SOP.

Practices

for

Certain

Nonprofit

AUDITS OF PROVIDERS OF HEALTH CARE SERVICES*
A.3 Audits of Providers of Health Care Services, paragraph 13.02, recommends consolidation
or combination of organizations related to health care entities by direct or common ownership in
accordance with the provisions of ARB 5 1 . In cases in which related organizations are controlled
through means other than direct or common ownership and ARB 51 does not require consolidation,
Audits of Providers of Health Care Services does not recommend consolidation or combination.
A.4 In circumstances in which Audits of Providers of Health Care Services does not recommend
consolidation or combination, paragraph 13.04 of that guide requires disclosure of certain
summarized information concerning the related organizations if control and at least one of the
following circumstances exist:
a. The organization has solicited funds in the name of the health care entity and with the
expressed or implied approval of the health care entity, and substantially all the funds
solicited by the organization were intended by the contributor, or were otherwise required,
to be transferred to the health care entity or used at its discretion or direction.
b. The health care entity has transferred some of its resources to the organization, and
substantially all of the organization's resources are held for the benefit of the health care
entity.
c. The health care entity has assigned certain of its functions (such as the operation of a
dormitory) to the organization, which is acting primarily for the benefit of the health care
entity.

*
Paragraph 2 of this SOP excludes entities or activities that are covered by the AICPA Industry Audit and
Accounting Guide, Audits of Providers of Health Care Services.
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AUDITS OF COLLEGES AND UNIVERSITIES
A.5

Audits of Colleges and Universities, paragraph 11.09, states:
For adequate disclosure, all separately incorporated but related units for which the
reporting institution is fiscally responsible, such as university presses, intercollegiate
athletics, and research foundations, should be (1) included in the financial statements,
(2) adequately disclosed by notes, or (3) presented in separate financial statements
accompanied by and cross-referenced in the basic financial statements of the institution.

AUDITS OF VOLUNTARY HEALTH AND WELFARE ORGANIZATIONS
A.6 The AICPA Industry Audit Guide Audits of Voluntary Health and Welfare Organizations
provides no guidance on whether consolidated financial statements should be presented.
However, paragraphs 7.08 and 7.09 provide guidance for determining whether auditors should
audit the financial statements of organizations associated with the reporting not-for-profit
organization.
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APPENDIX B

APPLICABILITY OF ACCOUNTING RESEARCH BULLETINS
TO NOT-FOR-PROFIT ORGANIZATIONS*

B.1 ARB 5 1 , as amended by FASB Statement No. 94, provides the conditions under which
consolidated financial statements should be presented.
B.2 However, some believe the accounting literature is unclear as to whether not-for-profit
entities should prepare consolidated financial statements and, if they should, under what
circumstances. There is uncertainty over whether Accounting Research Bulletins apply to not-forprofit organizations.
For example, paragraph 5 of ARB 43, Restatement and Revision of
Accounting Research Bulletins, which was issued in 1953, states the following:
The principal objective of the committee has been...to further the development
and recognition of generally accepted accounting principles...of commercial and
industrial companies.... The committee has not directed its attention to accounting problems or procedures of religious, charitable, scientific, educational, and
similar non-profit institutions, municipalities, professional firms, and the like.
Accordingly, except where there is a specific statement of a different intent by
the committee, its opinions and recommendations are directed primarily to
business enterprises organized for profit.
B.3 Some believe that paragraph means that Accounting Research Bulletins do not apply to
not-for-profit organizations. Others have interpreted it to mean that Accounting Research Bulletins
may or may not apply to not-for-profit organizations.
B.4 The applicability of ARB 51 to not-for-profit organizations has, therefore, never been clear.
FASB Statement No. 94 amends ARB 5 1 , and the uncertainty over its applicability to not-for-profit
organizations carries over from ARB 5 1 .

* The Accounting Standards Executive Committee (AcSEC) is currently conducting a project that has resulted
in the AICPA Exposure Draft of a Proposed Statement of Position The Application of the Requirements of
Accounting Research Bulletins, Opinions of the Accounting Principles Board, and Statements and
Interpretations of the Financial Accounting Standards Board to Not-for-Profit Organizations (May 1 9, 1 993).
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APPENDIX C

OTHER PROJECTS RELATED TO THIS SOP

FASB PROJECT ON CONSOLIDATIONS AND RELATED MATTERS
C.1 This project is addressing various issues concerning the reporting entity, including those
relating specifically to not-for-profit organizations. The FASB issued its September 10, 1 9 9 1 ,
Discussion Memorandum, Consolidation Policies and Procedures. Although this phase of the
project does not address accounting by not-for-profit organizations (a subsequent phase will do
so), respondents were invited to comment on the implications of the recommendations for the
Board's future consideration of not-for-profit organizations.

FASB PROJECT ON DISPLAY IN THE FINANCIAL STATEMENTS
OF NOT-FOR-PROFIT ORGANIZATIONS
C.2 This project is addressing the specialized financial reporting principles and practices included
in AICPA Industry Audit and Accounting Guides and SOPs. In August 1989, the FASB issued an
invitation to comment. The FASB has formed a task force to discuss the issues, issued an
exposure draft in 1992, and expects to issue a final statement in 1993.

AICPA PROJECT ON THE APPLICATION OF THE REQUIREMENTS OF ACCOUNTING RESEARCH
BULLETINS, OPINIONS OF THE ACCOUNTING PRINCIPLES BOARD, AND STATEMENTS AND
INTERPRETATIONS OF THE FINANCIAL ACCOUNTING STANDARDS BOARD TO NOT-FOR-PROFIT
ORGANIZATIONS
C.3 This project is expected to provide guidance on the application of Accounting Research
Bulletins, Opinions of the Accounting Principles Board, and Statements and Interpretations of the
FASB to not-for-profit organizations. The AICPA has issued a May 19, 1993 Exposure Draft of
a proposed SOP, and expects to issue a final SOP on the subject in 1994.

AICPA ACCOUNTING AND AUDIT GUIDE REVISIONS
C.4 The AICPA will revise the existing audit and accounting guides for not-for-profit
organizations and colleges and universities to reflect the accounting and reporting requirements
of the FASB contributions and display standards, among other things.
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APPENDIX D

DISPLAY OF CONSOLIDATED FINANCIAL STATEMENTS OF NOT-FOR-PROFIT
ORGANIZATIONS THAT INCLUDE THE FINANCIAL STATEMENTS OF FOR-PROFIT ENTITIES
WHOSE PRIMARY ACTIVITIES ARE DISSIMILAR TO THOSE OF THE REPORTING
NOT-FOR-PROFIT ORGANIZATION

D.1 Paragraph 22 of this SOP states, " . . . because the purpose and format, and possibly the
nature, of the financial statements of not-for-profit organizations differ from those of business
enterprises, the manner in which the financial position and results of operations of the for-profit
entity are presented requires sufficient flexibility so that the resulting consolidated financial
statements are meaningful and understandable." Though this SOP does not address how to
prepare consolidated financial statements, the following discussion may be helpful in consolidating
in a meaningful manner the financial statements of for-profit entities whose primary activities are
dissimilar to those conducted by the reporting not-for-profit organization.
D.2 Paragraph 25 provides t w o examples of for-profit entities with activities dissimilar to those
of the not-for-profit organization. Holdings by the not-for-profit organization in the stock of these
for-profit entities are intended to earn a return on invested assets for the not-for-profit
organization.
D.3 In circumstances where ownership interests in for-profit entities are held by not-for-profit
organizations for investment purposes, the asset is generally reported as part of the investment
portfolio of endowment- or board-designated funds. The revenue from the investments—for
example, dividends and interest—is generally reported in the unrestricted or restricted fund, as
specified by the terms of the gift.
D.4 Paragraph 25 discusses one example of how to display the for-profit entity's financial
position and results of operations so that the consolidated financial statements are meaningful and
understandable. Other factors to consider in determining the most meaningful format include (a)
the fund in which the investment is reported, (b) the level of detail required to understand the
results of operations of the for-profit entity and the return on the not-for-profit organization's
investment in relation to the not-for-profit organization's financial statements taken as a whole,
(c) whether the investments are held for long-term investment purposes or whether the majority
ownership and related control are temporary, and (d) the level of detail necessary to understand
the effect of any significant liabilities of the for-profit entity in relation to the not-for-profit
organization's financial statements taken as a whole.
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APPENDIX E

FLOWCHARTS AND DECISION TREES

Figure 1
Ownership of a For-Profit Entity

Start.

Is there
a majority
voting interest?

Yes

Consolidate.

No

Is there
50% or less
stock ownership,
but significant
influence?

Report under
the equity method
(Organizations that choose to
report investment portfolios
at market value in
conformity with AICPA
audit guides may do so).

Yes

No

Report
in conformity
with the AICPA
audit guides.
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Relationship

Figure 2
With a Not-For-Profit

Organization

Start.

Is there
a majority
voting interest
through stock
ownership?

Yes

No
Does
an economic
beneficial
interest or
control exist?

No

Stop.

Yes
Does
an economic
beneficial
interest and
control exist?

Disclose
existence and
nature of
relationship and
related transactions
(FASB 57).

No

Yes
Is there
majority ownership,
or control of a

Yes

majority of board
appointments?
No
Consolidation is
permitted but not
required.

Are
consolidated"
financial
statements
presented?

Yes

No
Disclose the existence and
nature of relationship, transactions
between the entities, and provide
summarized financial data
including total assets, liabilities,
net assets, revenues and
expenses, and resources held for
the benefit or under the control
of the reporting organization.
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